
on § 2S1(d)(l) is utterly misplaced. Section 2S1(d)(l) bas nothing to do with granting the

Commission authority to do anything. It merely sets a time limit for tasks the Commission is

otherwise given under the Act. The section is a limitation on the Commission's authority --

requiring it to act within a cenain time -- not a grant of authority. Moreover, to the extent

§ 2S1(d)(l) confIrms the FCC's ability to issue regulations, it does so only with respect to tasks

expressly assigned to the FCC by the Act. Thus, for example, § 2S1(e) expressly directs the

FCC to "create or designate one or more impanial entities to administer telecommunications

numbering." Similarly, § 2S1(d)(2) acknowledges some role for the FCC in determining which

"network elements" must be unbundled. Merely because § 2S1(d)(1) recognizes a function for

the FCC in such discrete matters does not mean the FCC is authorized to issue new rules on

matters in which it was n2J given any role in the statute.

To the contrary, if anything, § 2S1(d) conflIJDS that. the FCC has no authority to

determine prices. While it expressly articulates the substantive standards the FCC must apply

in considering any rules pertaining to unbundling of network elements, § 2Sl(d) makes n2

reference to standards governing pricing. Rather. the substantive standards Congress applied

to pricing are found 2DIY in § 2S2(d)(1), which dictates the standards state cnmmipions should. .

apply in arbitrations. Thus, by both "ludin& substantive standards to govern any FCC rules

on unbundling aDd omittina any standards for pricing, § 251(d) its1f strongly confmns that

Con~ss did not inteDd the FCC to have any role in setting prices.

%. SectIon %(b) or the CommUDicadoas Act coDllrms that the 1996 Act
caDDot be construed to &ive the FCC authority over pricin&.

As the explicit text and structure of the Act outlined above makc clear, the FCC's claim

to authority ovcr pricing rests on a wholly untenablc reading of the Act. Indeed, since thc Act

>

cxplicitly assigns authority ovcr pricing to state commissions, there is DO silence or ambiguity
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in the statute that .might entitle the FCC to claim deference for its interpretation under the

principles of Chevron U.S.A. Inc. v. Natural Resources Defense Council. Inc., 467 U.S. 837,

842-43 (1984). The principle of Chevron deference offers the FCC no aid in this case for

another, independen~ reason. Section 2(b) of the Communications Act of 1934 provides what

the Supreme Coun has described as "its own rule of statutory consuuction" with respect to the

jurisdiction of the FCC to regulate intrastate communications services. ~ Louisiana Pub. Servo

Comm'n v. FCC, 476 U.S. 3SS, 377 D.S (1986). Section 2(b), in other words, operates as a

counter-Chevron rule of consauction when the FCC is determ;niDi the scope of its jurisdiction

over intrastate communications. That rule puts a fmal nail in the coffm for the FCC's power

grab over prices.

Section 2(b) provides that "nothing in this Chapter shall be constrUed to apply or to give

the [FCC] jurisdiction with respect to ...' charges, classifications, practices, services, facilities,

. or regulations for or in connection with intrastate communications service." 47 U.S.C. § IS2(b).

(1994). This "congressional denial of power td the FCC" over prices and other matters

concerning local telephone service can be overcome only if Congress includes "unambiguous"

and "straightforward" laquage in the Act either modifying § 2(b) or expressly granting the FCC

additional authority. ~ Lquisjam Pub, Serv. Cnmm'n, 476 U.S. at 37S, 377.

Obviously, neither exception to § 2(b) is present heR. Wbatever else mi&ht be said of

§ 2Sl(d)(l), that section does not Munambiguous[ly)" and Msttaightforward[ly)" give the FCC

the authority to set prices for imercoDDCCtion, network elements aDd services. Similarly, no
..

provision in the 1996 Act exPressly modifies § 2(b) to grant the FCC authority to regulate either

prices or other local matters under § 2S1. To the contrarY, such a provision Was expressly

rejected by Congress, for while it was included in the Senate bill, it was ~t included in the law
)
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as enacted. ~ S. 652, 104th Cong., 1st Sess. § 101(c} (1995). Indeed, even the FCC

concedes that no provision of the 1996 Act "contain[s] an explicit grant of intrastate authority

to the [FCC]." First Report and Order 1 84.

The FCC's Qruy response to the fatal limitations on its jurisdiction in § 2(b) is the

assertion that because the 1996 Act purportedly "moves beyond the distinction between interstate

and intrastate matters that was established in the 1934 Act," .isL 1 24, the Commission's

rulemaking powers under § 251 should "take precedence over any contrary implications" in

§ 2(b), kL. , 93. But that "reasoning" is plainly flawed at a number of levels.

As noted above, there is simply no grant of authority to the FCC over prices in § 251

to "take precedence" over the rule of § 2(b). In addition, the FCC bas the relationship between

§ 2(b) and subsequent legislation such as the 1996 Act flatly backwards. The Supreme Court

has made clear that § 2(b) deprives the FCC of jurisdiction over ina'astare communications

services unless a later act expressly modifies § 2(b) or expressly glams the FCC such power.

~ Louisiana Pub. Serv. Comm'n.~. The FCC's general sense that the 1996 Act impliedly

"moves beyond" the jurisdictional limitations in § 2(b) cannot ovenule the explicit

"congressional denial of power to the FCC" in § 2(b).

Moreover, the FCC's reading of § 251 to imply some basic change in the jurisdictional

framework set fonh in I 2(b) rests on a clear logical flaw. The FCC assumes that if § 251

ap.pUg to issues involving solely the local exchange, it must also necessarily imply a mnt of

jurisdiction to the FCC to regulate the same matters. ~ First Report and Order , 93. But

there is no basis for that logical leap. To the contrary, § 2(b) is phrased in the disjunctive ­

it directs that nothing in the Act should be construed "to apply" 2[ "to give the FCC jurisdiction

with respect to" intpstate communications. While § 251 may Jm2l! by its terms to some maners
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affecting solely in~tate communications, it nowhere expressly grams the FCC jurisdiction over

the same subjec;,ts. Since the Act clearly enlists the aid of state commissions to implement its

mandates, there is no reason to assume that by merely addressing some intrastate matters, the

Act must effect a raqical rearrangement of the jurisdictional division between the FCC and the

States.

B. By SettiDI Rates Tbrouah an Abbreviated Rulemakinl, the FCC Short­
Circuited the Faet-Spedftc, AdJudicadTe Process Required by the Act ror
Settinl Prices and Produced Arbitrary and Capricious Results.

Congress's decision to give authority over pricing exclusively to state commissions is not

simply a jurisdictional technicality devoid of substantive import. To the contrary, the role

assigned to state agencies is inextricably linked with the procedures Congress devised in § 252

for seaing prices based on a LEe's costs. By design. the arbitrations requiled by the Act were

to be evidentiary proceedings involving fact-specific. esseDliall~ adjudicative exa~inations into

the circums.taDCeS of particular carriers. The arbittatioDS thus require local supervision by

individual state commissioDS.

By claiming authority over pricing for itself aDd by using a ru1makjpI to set both

presumptive proxy prices aDd mandatory pricing JUles to govern state decisions, the FCC bas

-
completely circumvented the procedures desiped by CoJIIRSS. In addition, by attempting to

use the record compiled in an expedited rul~makinl to accomplish pricing decisions that

Congress expected to be baDdled throuJh adjudicative proceedinp. the FCC bas only committed

further erron aDd produced results that cannot meet the standards of reasoDCd decisiomnaking.
.

In attemptinl to diciate standardized prices. the FCC erred fU'St aDd foremost by

undermining the procedures Congress established for individualized, adjudicative pricing

determinatioDS UDder the Act. Section ~2 mam clear that an arbitration will proceed on the
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basis of a "pe[itio~" to which a party is given an opportUnity to respond. Both parties are

allowed an opportUnity to present "infonnation" to the state commission bearing on the petition.

and only issues set fonh in the petition and response are to be It resolved" by the state

commission. See generally § 252(b). Such an evidentiary proceeding is especially critical to

ensure that prices adequately account for the true costs incurred by a particular incumbent

carrier. Only such a case-specific. localized procedure could fulflll the staQltory command that

prices be "based on ... cost." ~ § 252(d)(1). See also § 252(d)(3).

The FCC. however. utterly ignored these procedures by attempting to use a rulemaking

(and an abbreviated one at that) not only to dictate an inflexible pricing regime. but also to set

specific prices. The expedited rulemaking employed by the FCC could hardly be further from

the individualized decisionmaking called for in the Act. Parties, after. all, were not even given

an opponunity to comment on the FCC's final rule or the specific proxy prices the FCC selected

before the fmal n~bers were published. In relying on such a proceeding to set prices, the FCC

improperly eliminated the case-specific decisionmaking that Congress devised. ~ Natural

Resources Defense Councll. Inc. v. Herrinmn, 768 F.2d 1355, 1396 (D.C. Cir. 1985) ("[Aln

agency may not ignore the decisionmakjng procedure Congress specifically mandated because

the agency thinks it can design a better procedure. ").

The desauctive impact oftbe FCC's actions does not end there. The rules the FCC bas

prom~lgated will preclude state arbittations from ever becoming the localized, case-specific

adjudications envisioned by Conpess. For example. by prohibitine state commissions IQ iDi1i2
.

from even considering historical costs in detennining prices. the FCC bas skewed any

individualized decisionmaking in the arbittations. Similarly, by setting presumptive proxy

prices, the FCC bas foreclosed meaningful case-by-case consideration in arbittations. It is no,
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answer to these concerns to suggest that the proxy prices are not mandatory and supply only a

fall-back solutiQn where States fail to use more specific cost studies. Rather, as the FCC itself

has made clear, unless they have approved incumbent LEC cost studies following the FCC's

methods, States must apply the proxy prices to meet arbitration deadlines under the Act.

~ First Report and Order , 619. Moreover, as the submissions of several panies in

arbitrations already demonstrate, state commissions are being urged to adopt the FCC's proxy

prices immediately to simplify their tasks and to avoid any delays that might accompany the

review of cost studies. ~ Affidavit of Donald W. McLeod' 14 ("McLeod Aft. ") (attached

to the Joint Motion of GTE Corporation and The Southern New England Telephone Company

for Stay Pending Judicial Review ("Joint Motion") before the FCC, attached at Tab E). In fact,

at the urging of AT&T, an administrative law judge in California bas recently determiDed that

prices in the arbitration between AT&T and GTE will be set according to the FCC's proxies

since it would be too inconvenient to work with actual cost studies. Indeed, even though GTE

bas already prepared and offered cost data in California, this ru1inI will focus the arbitration

instead on simply applying the proxy prices.' As this result plainly shows, the FCC's proxies

have the perverse effect of fot'C$lliu the use of specific cost studies in state arbitrations and

precluding the sort of case-specifIC consideration Congress iDteDdecl.

Not surprisingly. the FCC's efforts to supplaDt me adjudicative process devised by

Con~ with the qeocy's own ersaa pricinl procedures have spaWDed clear substantive errors.

By basing its ccmciusiom on the materials generated in aD abbreviated rulemakiDg, the FCC
.

produced glaringly arbitruy results. For example. the FCC acknowledged tbat some incumbent

• GTE intends ,to seek review of these clecisioDS ilJUJ'lCdiately before the California Public
Utilities Commission.
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LECs claimed in comments that they had "made cenain historical investments required by [state]

regulators that mey have been denied a reasonable opportunity to recover in the past." First

Report and Order 1 707. Nevertheless. the FCC determined that States could not even consider

historical costs in setting rates and justified that decision in pan on the ground that II [tJhe record

before us . . . does not support the conclusion that significant residual embedded costs" would

be left unrecovered by a forward-looking pricing mechanism. Id. 1707. But the only reason

the record contains little evidence on this Point is that the FCC circumvented the case-specific

evidentiary proceedings in which such evidence could be inttoduced. In fact, GTE has been

compiling precisely such evidence and has already offered it to the California Public Utilities

Commission, which is in the midst of determining the magnitude of GTE's unrecovered

historical costs. The evidence the FCC claimed was lacking thus not only exists, but is currently

being presented in the fora designated by Congress - the state arbitration proceedings. For the

FCC to justify-its decisions based on a supposed lack of such evidence after the FCC itself

evaded the process by which a record -with such case-specific materials could properly have been

built is nothing shott of Kafkaesque.

Further examples of arbitrary action appear in the ·FCC·s explanations for its proxy

prices. Those prices were based on cost studies conducted by several states and on cost mod~ls

proposed by parties. S= First Repott and Order" 792, 811-14. The FCC erred in its use of

both the state cost studies and the cost models.

First. after outlining a detailed method for measuring costs. the FCC proceeded to set
.

prices based on state studies that used djfferem methods, an error best illustrated by the selection

of prices for unbundled loops. .The FCC determined as a general matter that prices should be

- -

set based on the "total elemem long nm incremental cost" ("TELRlC") ofproviding a particular
>
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network element plus a reasonable allocation of joint and common costs. 9 The cost studies used

for loop prices: however,and particularly the Florida studies, were not based on the FCC's new

"TELRIC-plus an allocation for joint and common costs" method. To the contrary. the Florida

studies used amea~ of costs known as "total service long run incremental COSt" ("TSLRIC")

and omitted any significant contribution for joint and common costs. S= Affidavit of Dennis

B. Trimble ("Trimble Afr.") 11 5-14 (attached to Joint Motion at Tab E). As the FCC itself

has explained, TSLRlC systematically produces lower cost estimates than the FCC's TELRIC

method because it fails to capture as many joint aDd common costs and assign them to a

panicular service or element. ~ First Report and Order 1695. In addition. unlike the FCC's

stated method. the Florida studies did not require a furtber allocation of joint aDd common costs

OD top of the incremental costs that could be specifically assigned to loops. Despite these

obvious discrepancies. the FCC made no effort to explain how die studies from Florida might

properly be used in setting rates that would comply with the FCC's declared approach.

The Commission compounded its error by choosiDa. again without explanation. a proxy .

rate for Florida that cannot logically be reconciled with the very studies on which the FCC

pwponedly relied. The Florida commission approved loop prlces that produced an overall state

weighted average price of 517.28. Given the methods used in the Florida cost studies~ the

FCC'5 announced priem, method by definition would logically require an average loop price

mater thaD 517.28. Nevertbeless, without any further explanation linking the price it selected

9 TELRIC identifies the forwatd-looking costs attributable to an entire element in aLEC's
network. Thus, in ODe sense: it idemifies the costs that would be avoided if the LEC eliminated
that element from its network. While some joint and common costs of the netWork that can be
specifteally allocated between discrete elemems are iDcluded in TELRIC, the FCC recognized
that TELRIC alone would leave substantial joint aDd common costs unrecovered and thus
required that an additional "reasonable allocation" of joint and common costs be considered OD

top of TELRIC in'detmnining prices. ~ First Report and Order " 694-696.
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[0 the Florida studies (or linking me studies to its own pricing rules), the FCC set the average

proxy rate for 100ps in Florida at $13.68 -- more than 20% below the average rate set by

Florida. By declining to offer any rationale to explain this facially illogical result, the FCC

utterly failed to live' up [0 the requirements of reasoned decisionmaking. See. e.g., Motor

Vehicle Mm. Ass'" v. State Fann Mut. Auto. Ins. Co.. 463 U.S. 29, 43 (1983).10

Second, as explained more fully in the Supplemental Affidavit of Dennis B. Trimble

("Supp. Trimble Aff.") " 8-11 (attached at Tab B), the FCC also acted arbitrarily by deriving

its loop proxy prices from two cost models, the so-called "BeDChmark Cost Model" and the

"Hatfield 2.2" cost model, that the Commission itself expressly acknowledged "were submitted

too late in this proceeding for the Commission and parties to evaluate them fully." First Repon

and Order' 835. ~ id.:. , 794 (relying on same cost models in fIxing loop proxies). These

models, moreover, systematically understated incumbent LECs' costs by excluding the costs of

several essential components of the loop element. ~ Supp. Trimble Afr. , 9.

C. In Any ETent, the Natioual Pridn& Rules Impoeed By the FCC Are Plainly
Inconsistent With the Act and the ConstitutiOD.

Even if the Act could be constrUed to give the FCC authority over pricing, and even if

the FCC bad followed appropriate procedures under the Act. the specific lUles set by "the

10 Similarly, for UDbuDdled switching prices, the Commission failed to provide any
explanation for the discrepancies between the evidence on which it was relying and its own
defInitions of the switching element aDd the proper measure of costs. A5 defiDed by the FCC,
unbundled switching includes not only the basic function of connecting lines and trUnks but also
the full range of "features, fuDctions. and capabilities of the switch." First Report and Order'
412. The smdies on which the FCC relied to set proxy prices. however, examined solely the
costs associated with the ~ic function of tIUDk-to-liDe switching of additional minutes of traffic
from an interconnecting carrier- across the switch. See. e.l.. Trimble Aff. 1117, 18. The
smdies. thus, did 110l even purport to address the costs of other functions of the switch - such
as the special callinl features the Comm;uion purported to include. ~ Trimble Aff. " 9. 15­
20: Affidavit of Timothy J. Tardiff ("Tardiff Afr.") 112-14.

- 19 -



Commission are plainly unlawful. The FCC's rules not only prohibit States from even

considering an -incumbem LEe's actual historical costs, but also effectively deny LEes an

opportUnity to recover their full forward-loolcini costs. Neither result can be squared with the

plain tenns of the Act or with the Constitution.

1. The FCC's rules unlawfully prohibit States from even considerinl an
incumbent LEC's historical costs in settiq prices.

The Commission premised its pricing rule on the astonishing conclusion that States must

be precluded from setting prices under § 252 that allow incumbent LEes to recover the historical

costs of their networks - ~, to recover their actual investtnent in their existing infrasttucture.

~ First Report and Order "704-707. Rather, the FCC concluded that States must "set

[prices] at fOrward-looldnllong nm economic cost." ~, 672. This conclusion nms afoul of

the plain meaning of the Act and interprets the Act in a ",anner that would unnecessarily raise

grave constitutional concerns.

The Act provides that in determining the prices for inlercoDDeCtion aDd network elements,

state commissions should seta "just aDd reasonable rate" that is "based on cost" and may include

a "reasonable profit." § 252(d)(l) (emphasis added). By its plain terms, § 252(d)(l) does DOt

limit the kiDd of "cost[sr a State may consider to forward-looking, or any other type, of cost.

Rather, the Act directs States to set prices based on ill costs of die iDcumbent LEC. The term

"cost" in § 252(d)(1) thus DO more excludes "historical costs" man tbe term "parents" would

exclude mothers. ll Astonishjngly, the FCC c?!!tWIg tbat the pricing staDdard specified by

§ 2S2(d)(1) "4* not meeitI wbetber historical or embedded costs should be considered or

II Moreover, by expreSsly providing that prices may include a "reasonable profit," the Act
plainly contemplates that States may set prices to recover 111 of a LEe's costs, including the
actual investments ,the LEC bas already made in its DetWOrk. After all, there could be no
question of achieving profit if prices did not first fully recover all actual costs.
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whether only forward-looking costs should be considered in setting arbitrated rates." First

Report and Ordtr 1 70S. That concession should be the end of the line for the FCC's efforts

to foisl its pricing rules on the States. If the statutory standards governing pricing do nm

prohibit the States from considering historical costs, the FCC simply has no authority to

eliminate such costs from the pricing calculus.

The FCC's categorical exclusion of historical costs not only conflicts with the plain terms

of the Act but would also raise grave constitutional concerns. It is well settled that the Fifth

Amendment "protects utilities from being limited to a charge for their property serving the

public which is so 'unjust' as to be confISCatory." DugyesDe Lipt Co. v. Barasch, 488 U.S.

299, 307 (1989). As the Supreme Court has explained, the Constitution thus requires that a

utility be permitted to charge rates that will allow it to "maintain its financial integrity, to attract

capital, and to compensate its investors for the risk [they have] ·assumed.· IsL. at 310 (quoting

FPC v. Hope Natural Gas CQ., 320 U.S. 591, 60S (1944». At a minimum, this standard

requires that a regulated entity be allQwed an opportUnity to recover the Nua' costs it has

prudently incurred in constrUcting the facilities it Qperates fQr public use. .If a cQmpany could

nQt even recQver its actual capital ~utlays, it obviously could provide no return to investors,~

thus could not possibly meet the constitutional standard. ~ Teuoco Oil Co. v. DeRamnent of

CQnsumer MfS., 876 F.2d 1013, 1020 (1st Cir. 1989) (to meet constitutional standard "rates

must provide DOt Qnly fQr a company's CQsts, but also fQr a fair return on investment").

The Court's coDClusion in DumJesne that constitutiooal analysis should focus only on the

"total effect" of a rate Qrder, rather than on the method of setting rates, in no way detracts from

this principle. In cODCludlng that the "subsidiary aspects of valuation" used in raternakings are

not of constitutional dimension, Dug,uesne, 488 U.S. at 310, the Court did not by any stretch

- 21 -



suggest that a me¢.od for setting rates whose "total effect" was to deprive the regulated entity

of any opportW1ity to recover its actual costs could pass constinltional muster. To the contrary,

as Justice Scalia explained, since the constitutional standard requires that a utility be allowed a

"fair return on inve,stment," whatever method may be used in setting the rate, in judging the

ultimate effect of the rates set by that method, there must be some minimum measure of the

investment against which returns may be judged to be "fair." Duquesne, 488 U.S. at 317

(Scalia, J., concurring). And for that purpose. under the Constitution. "all plUdently incurred

investment may well have to be counted." IsL See also Duques!Je, 488 U.S. at 310 (noting that

the amount of capital upon which investors are entitled to earn a fair return has "constitutional

ovenones"). Indeed. as the Coun's prior decisions holding that a company may not be forced

to operate at a loss establish. a regulared emity must be allowed rates that will cover all of its

actual costs. ~."", Broob-Scan1QO Co. v. Rai'mjd Cqrnm'n, 251 U.S. 396. 399 (1920)

(Holmes, 1.); g., aII2 Nonhem Pac. By. v. Noah Dakota. 236 U.S. 585. 596 (1915) (noting

that a railroad cannot be fQrced to operate at less than cost and that "we entertain no doubt that.

in determining the cost Qf the transpOrtatiQn of a particular commodity, all the outlays which

pertain to it must be considered·); i5l.. at 597 (·[W]ben coDClusions are based Qn cost, the entire

CQst must be taken into accouDt••).

Here. in contrast. the FCC's priciDI method ensures that the prices imposed on

incumbem LEes completely disre,ard the constitutional staDdard. By selectin& a rate-setting

mechanism that explicitly ban from consideratiQn the basic: criteriQn against which the validity
..

Qf the rates must ultimately be judged - historical costs - the FCC's order raises grave

constimtiQnal coucerDS. .
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Under familiar principles of statutory construCtion, the Act must be read to avoid the

constitutional question that would arise if Congress had authorized the FCC to prohibit LEes

from recovering their actual historical investment. ~~, Rust v. Sullivan, SOO U.S. 173,

190-91 (1991); Ashwander v. Tennessee Valley Auth., 297 U.S. 288, 347 (1936) (Brandeis, J.,

concurring). Precisely to avoid running afoul of cODStinnional concerns, where an act of

Congress specifies that a regulated business should be allowed a "just and reasonable" rate, such

language is universally consuued to require compensation sufficient to meet constitutional

standards. S&~. FPC v. Hope Natural Gas Co.• 320 U.S. 591, 595 (1944);~ IUQ Jersey

Cent. Power" LiKbt Co. v. FERC, 810 F.2d 1168, 1175 (D.C. Cir. 1987) (explaining that

congressional standard "coincides with that of the Constitution"). That same consuuction must

be applied to the 1996 Act - to allow the LECs the opportUnity to recover as much of their

actual. historical investment as the market will allow. ADd. most cenainly. the Act may not be

interpreted to prohibit the States from even consjdering whether to allow LEes to recover some

of their unrecovered historical costs.

2. The FCC's rules unlawfully deDy LEes an opportunity to recover
their true forward.lookiq costs.

The national pricing regime imposed by the FCC is invalid for another independent

reason: it does not even allow LEes an opportunity to recover their full forward-lookjng costs.

The term "cost" in § 252(<1)(1) JmW"be read to ensure that a LEe is permitted an opportunity

to recover III of its true costs. ~ HsB. 320 U.S. at 595; 811m Jersey Cent. Power"

LWn. 810 F.2d at 1175. lDd,eed. the Constitution requires that a LEC be permitted to recover

full costs in each segment olits business. It has long been settled that a regulated enterprise

cannot be required to sell a liD: of service below cost on the theory that profits from another

aspect of its busineSs - panicularly an unregulated line of its business - will compensate for the

- 23 -



confiscatory rates. _See. ~, Brooks-scanlon, 251 U.S. at 399 (Holmes, I.); ~~ NQrfolk

& W. Ry. v. Conley, 236 U.S. 60S, 609 (1915) (explaining that a common carrier may not be

required to transport a "commodity or class of traffic" at "less than cost").

The rule adopted by the Commission, however, falls woefully short of meeting the

constitutional srandard by failing to allow an incumbent LEC to recover even its true forward-

looldna costs. The FCC has dictated that a LEC's forward-looking costs must be based not on

the LEC's "existing netWork design and technology," s; First Report and Order , 684, but

rather on the costs of a hypothetical network construeted with the "most efficient technology,"

given the LEC's current wire center locations. ML' 685. By ignoring the technology a LEC

may actually have deployed in favor of a hypothetical most-efficient alternative, this rule ensures

that costs will be understated.

In addition. the FCC does not allow LECs to recOver ~ir full joint and common costs.
. .

The so-called "reasonable allocation" of forward-looking joint and common costs. First Report

and Order , 672. that the Commission includes in its pricing lUIe in fact ensures that a large

portion of LEC's joint and common costs will go unrecovered. The FCC determines that it

would be reasonable "to allocate only a relatively small share of common costs to certain critical

network elements. such as the local loop aDd collocation. that are most difficult for entrants to

replicate." but that it would be unreasonable to allocate common costs "in inverse proportion to

the sensitivity of demand for the various network elements and services." 1sL' 696. In other

words. in more plaiD English, the LECs are free to allocate joint aDd common costs to network

elements on whi~h they will' not be able to recover those costs (because of the availability of

competition for those eleme~). but are not allowed to allocate significant common costs to

those elements on which the LEC has a good chance of recovering them in the marketplace.
>
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In reality, the FCC's "reasonable allocation" rule prevents LECs from recovering a large ponion

of their joint and common costs.

n. GTE WILL SUFFER IRREPARABLE HARM ABSENT A STAY.

If it is allowed to take effect, the Commission's rules will immediately cause irreparable

hann to GTE in at least two material respects. First, they will have an immediate and

irreversible adverse impact on scores of negotiations and binding arbitration proceedings in

which GTE is currently involved pursuant to § 252. Second, by requiring States in such

arbitration proceedings to impose below<ost prices on incumbent LECs, the rules will subsidize

the entry of inefficient carriers and will thereby cause GTE to suffer extensive and irremediable

losses of customers, revenue and goodwill before this Court can review the validity of the

Commission's action.

A. The Commission's Order WDI ImmedIately Dictate the Terms· of Onaoiq
Voluntary NegotiatioDS and State ArbitratioDS.

The Commission's order - and particularly its pricing standards - will immediately

short<ircuit the § 252 negotiations and arbitrations currently under way. By providing a

detailed set of default terms, the order will sweep a host of key issues off the bargaining table.

For example, the Commission''S default pricing levels will remove virtually any incentive a

requesting carrier may have to negotiate over price by fixing a baseline from which bargaining

can move in only one direction - down. ~ McLeod Aff. 19. Indeed, the Commission has
.

candidly acknowledged that its roles "may serve as a de facto floor or set of minimum

standards" that channel negotiations', NPRM, Fed. Reg. 18311- 03, at 120 (CC Docket No. 96­

98) (Apr. 19, 1996), and has declared that "[t]be default proxies we establish will. in most

cases, serve as presumptive ceilings." First Report and Order 1768. Given the Commission's
>

own predictions, there can be no doubt the rules will have an immediate imp~t on negotiations
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and arbitrations by. denying GTE an opportunity to bargain for prices that are higher than those

dictated by th~ Commission. In fact, even before the rulemaking was complete. the mere

expectation that the rules would soon be in place had a marked detrimental effect on the

bargaining process. 1~

The rules' stifling effect will only be aggravated by the Commission's conclusion under

§ 252(i) that requesting carriers must be granted access to any individual interconnection. service

or network element on the same terms given any other carrier. ~ First Report and Order

1 1314. This radical "most favored nation" requirement will strangle meaningful negotiations

by dictating that any concession made by an incumbent LEC as pan ef an integrated agreement

must be automatically available to all requesting carriers without regard to the other terms of the

bargain. ~ McLeod Aft. 19.

The impact of the Commission's rules will alsO be furtber exacerbated by the suict

timetables imposed by the Act. After a carrier requests interconnection with an incumbent. that

carrier and the incumbem have only 135 days to negotiate an agreement before either pany.may

seek binding arbittation. ~ § 2S2(b)(1). Once requested. arbitration must be concluded within

nine months of the original inte~onnection request. ~ § 2S2(b)(4)(c). GTE is currently in

the midst of negotiating dozens of agreements pursuant to § 252(a)(l) in 28 States. McLeod

Aft.• Ex. 1. In several iDstaDces. the initial 13S-day period bas already expired•• isL,; in

others. the 26-day period during which petitions for arbitrations must be filed (160 days

following the start of uegotiations) bas run or will soon run•• .isL,; aDd in still others

12 For example. after weeks of serious negotiations, a comprehensive understanding between
GTE aDd Sprint was scuttled in part because it was amic:ipated. tbat the Commission's proxy
prices would give Sprint more advantageous terms than it could negotiate from GTE. See
McLeod Aff. 1 11: .
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arbitrations have already been requested and must be resolved by as early as November 8. 1996.

Mcleod Aff., Ex. 2. 13 In those arbitrations. state commissions will be required to impose the

default prices mandated by the Commission unless they can first approve completed cost studies

consistent with the Commission's methods. See First Report and Order 1 619.

Moreover, certain requesting carriers. such as AT&T. are urging state commissions

simply to impose the FCC's proxy prices on GTE immediately rather than undertaking such

studies. See Mcleod Aff. 1 14. AT&T, in fact, has already succeeded in having that position

adopted in the arbitration proceeding between GTE and AT&T in California. In an oral ruling,

an administrative law judge recently determined that rates in California will be set using the

FCC's proxies since it would be too inconvenient to work with acmal cost smdies in the time

available. Thus, while GTE has already prepared aDd offered cost data in California, under this

ruling the arbitration will focus instead on applying the FCC's proxy prices. As this experience

already shows, the FCC's proxies and the impending deadlines imposed by the Act simply put

. inexorable pressure on the parnes aDd the States to treat the FCC's rules as the presumptive

terms for the entire agreement.

As a result, if the rules are not stayed pending review, GTE will be left with two

uninviting alternatives. GTE may enter into "privately Degotiated" agreements whose terms~,

in reality, dictated by the CommissiC?n's rules, or it may wait to have similir terms imposed on

it by~ commissions acting pursuant to the FCC's~. In the event some of the rules are

later struck down, GTE will bave lost forever the OPpO~ty to negotiate with competing
<

carriers free from the influeDCe of the Commission's unauthorized set of presumptive terms.

13 For example,; arbitrations with AT&T in virtually all GTE States must be resolved by
December 12, 1996. ~ Mcleod Aff., Ex. 2.
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The loss of such bargaining opportUnities in itself constitutes a classic form of irreparable injury.

~ Canon v._American Brands. Inc., 450 U.S. 79, 87-88 & n.14 (1981) (loss of opportunity

to compromise Title vn claims on mutually agreeable terms as preferred by Congress is

irreparable); Local.oivision 732. Amalgamated Transit Union AFt-CIO v. Metropolitan Atlanta

Rapid Transit Auth., 519 F. Supp. 498, 500 (N.D. Ga. 1981) (lost bargaining opportunities

constitute harm of an irreparable nature), vacated on other grounds, 667 F.2d 1327 (11th ·Cir.

1982).

If the current rules are overturned, moreover, it will Dot be possible to undo the harm

to GTE. Even if it might be possible to reopen negotiations, it would be impracticable, if not

impossible, to undo the effects the Commission's order will have on scores of agreements

negotiated or arbittated under its shadow. Once agreements dictated by the rules are in place,

companies will strUCtUl'e a range of busiDess plans arouDd those agreements. ~ Affidavit of

Barry W. Paulson ("Paulson Aft. ") " 5-7 (attached to Joint Motion at Tab E). Customer

expectations UDder new service arrangements similarly will solidify. Once these changes take·

place, it will not be possible for parties simply to scrap working arrangements to go back to

square one under a new set of rules.

B. The Congnissina's Rules aDd PridDI Staadards WUl Result in a Subst3ndal
aDd Irremediable Loss of Customen, GoodwD1 and Revenue.

As soon as it becomes effective, the national pricing regime promulgated by the

Commission will begin subsidizing competitors at GTE's expense, thereby causing GTE to suffer

irremediable losses in c:ustomen, .goodwill aDd revenue. As outlined above, the Commjssion's

pricing regime systematically requires incumbents to offer requesting carriers prices below actual

costs. The Commjssion's rules will thus artificially allow entry by competitors whose own

inefficiencies will >be, in effect, subsidized by below-cost pricing. ~ Affidavit of Orville D.
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Fulp ("Fulp Aft. .. ) -, S (attached at Tab C). The result will necessarily be a loss of customers

and revenue unrelated to efficient competition, and such losses will be effectively impossible for

GTE to recapture. ~ Affidavit of Donald M. Perry ("Perry Aff. ")" 6-9 (attached at Tab D).

The default proxy prices the Commission has set for unbundled loops and switching

ensure that GTE cannot come anywhere close to recovering its "total element long run

incremental costs" for loops and switching, even where the TELRIe amounts for those elements

are calculated purely according to the FCC's own chosen methodology, and even when no

additional allocation of joint and common costs is included. ~ Supp. Trimble Aff. " 6, 12 -

19 (auaehed at Tab B).

Competitors that obtain access to unbundled loops and switching at anything approaching

the Commission's anificial prices will be able to offer local service at a substantial discount

from GTE's rates, thereby ensuring that GTE will suffer a loss in market share. _This anificial

advantage will be particularly keen for numerous competing carriers that already have cenain

facilities, such as switches, in place. ~ Fulp Aft. 11 5-10, 14. Such competitors are well-

poised to take immediate advantage of the Commission's price subsidies, panicularly in urban

areas where they can rapidly win over lower-cost, higher-profit customers. ~ ida. " 8-9, 14.

The demand for local service is such that a rival who offers even a slight discoum from an

incumbent's rates can cause die iDcumbent to suffer a substaDtial loss in market share. See

Perry !Jf. l' 6-7. Taken together, the' Commission's various below-cost pricing roles will

result in substantial aDd rapid losses of martet share for GTE, and the losses resulting from this
.

subsidized competition will be perma.nent. ~ isL " 8-9.

In addition to the twmber of lost subscribers, incumbent LECs like GTE will suffer

nonquantifJable inju,ry to customer goodwill as a result of the Commiuion's order. The
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Commission's pricing rules will artificially subsidize rivals and allow them to undercut an

incumbent's prices even if they cannot provide any greater efficiencies. ~ Fulp Aff. 1 S. The

new .competitors' ability to offer lower rates, in tum, will seriously harm the incumbent's

reputation and customer goodwill since customers will naturally perceive higher prices as a sign

of inefficiency. Such unrecoverable losses of goodwill are routinely recognized as a form of

irreparable injury justifying a stay. ~,~, Multi-Channel TV Cable Co. v. Charlottesville

Quality Cable Operatinl Co" 22 F.3d 546, 552 (4th Cir. 1994).1'

Finally, to the extent GTE begins pfoviding services Of access peDding appeal under

pricing standards that are later strUck down, GTE will incur substamial permanent losses.

Obviously, as they lose customers to competitors who pay only the below~ost prices set by the

Commission, incumbents such as GTE will lose retail revenues. ~ Perry Aff. 19. Moreover,

there will be no way to obtain redress for such losses, since neither the competing carriers nor

the Commission likely could be required to make GTE whole even if the rules are later strUck

. down. The threat of such unrecoverable economic loss constitutes irteparablebarm justifying

a stay peDding judicial review. ~,~, Baker Elec. Com.. Ins. v. Cheske, 28 F.3d 1466,

1473 (8th Cir. 1994); Airljnes Raorti0r Co. v. Barry, 825 F.2d 1220,1226-29 (8thCir. 1987).

m. A STAY PENDING JUDICIAL REVIEW WILL NOT HARM OTHER
PARTIES AND WILL SERVE THE PUBUC INTEREST.

A stay will cause DO harm to other parties for the simple reason that the FCC's rules are

not nCeded for the transition to local competition under the Act. As Congress envisioned,

competitive entry into local tparkets will proceed on schedule through private negotiations and

I' ~ ib2 Basicomputer Com, v. Scon, 973 F.2d 507, 512 (6th Cir. 1992) (-The loss of
customer goodwill ,often amounts to irreparable injury because the damages flowing from such
losses are difficult to compute. ").
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state arbitrations even without those rules. Moreover, if the rules are ultimately upheld,

agreements can-be readily- modified to comply with the Commission's prescribed national rules.

Thus, if this Coun grants a stay, American cOtm1IIlers will receive the benefits of local

competition consistent with the statutory deadlines and the goal of promoting economically sound

investment and entry.

For that very reason, many private negotiations have already gone forward and many

were nearing completion when the Commission announced its rules. The bulk of the work of

creating local competition can thus be achieved by private panies. Indeed, it would be ironic

for potential entrants to argue that any delay in the Commission's regulations will harm them,

when the paramount emphasis in the Act was to allow private negotiations to create the new

market in local telephony largely unfettered by detailed federal regulations.
. .

For similar reasons, the public interest in achieving the .rapid and efficient introduction

of competition in the local exchange will best be furthered by a stay pending judicial review.

Privately negotiated agreements backed by arbitrations are the key mechanism Congress chose

to facilitate the growth of local competition. and negotiations will continue under a stay. All

sides to these negotiations have ~ntives to proceed and cODClude agreements under the J\ct.

New entrants will push forward to take advantage of opportunities in the local exchange market

while incumbent LECs will want to .earn fair compensation for interconnection arrangements

required UDder the Act. A stay is thus entirely cODSistent with the public interest, since the

system for creating local competition under the Act can go forward whether or not the
,

Commission's rules are in place. If a stay is denied, however, there is a substantial risk that

progress toward competition will be gravely impaired due to the false start created by the
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Commission's unl~wful rules and their immediate destructive effect on the system of free.

private negotiafton that Congress built into the Act.

CONCLUSION

For the fore,oing reasons, this Coun should stay the effectiveness of the Commission's

First Repon and Order in itS entirety pending disposition of GTE's petition for review. At a

minimum, the Coun should stay the effectiveness of the pricing provisions in the Commission's

rules, §§ 51.501-51.515, 51.601-51.611, 51.701-51.717. The Coun should also expedite

judicial review, so that any delay to the development of competition caused by the FCC's false

stan is minimized.

Respectfully submitted.
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IN !HE UNITED STATES COURT OF APPEALS
FOR THE EIGHlH CIRCUIT

GTE Service Corpo~tion, GTE Alaska, Inc.,
GTE Arkansas Inc., GTE California Inc.,
GTE Florida Inc., GTE Midwest Inc.,
GTE South Inc., GTE Southwest, Inc.
GTE North Inc., GTE Northwest Inc.,
GTE Hawaiian Telephone Company Inc.,
GTE West Coast Inc., Contel ofCalifomia, Inc.,
Contel ofMinnesota, Inc. and Contel ofthe
South, Inc.,

Petitioners,

v.

Federal Communications Commission and
United States ofAmerica,

Respondents.

)
)
)
)
) Case No. _
) (D.C. Circuit Case No. 96-1319)
) (Consolidated with Case No. 96-3321)
)
)
)
)
)
)
)
)
)
)
)
)
)

APPENDIX TO
MOTION FOR STAY PENDING JUDICIAL REVIEW

AND FOR EXPEDITED JUDICIAL REVIEW



TABU OF CONDNIS

A Sections 2(b), 2S1 and 252 ofthe Communications Act of 1934, as amended by
the Telecommunications Act of 1996, 47 U.S.C. §§ IS2(b), 251, 252

B. Supplemental Affidavit ofDennis B. Trimble

c. Affidavit ofOrville D. FuIp

D. Affidavit ofDonald M Perry

E. Joint Motion ofGTE and the Southern New England Telephone Company for
Stay Pending Judicial Review, CC Docket No. 96-98 (Aug. 28, 1996) (and
supporting attachments)
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